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suil'mtee with asser.s. Align lidrrciary,
responsibilities rvidr decisionlraking.
Don't chase inrcstment feld. Spread
and sh:re risk. Plan frrr a rairry day

And as dth liiestrrle rules, nranv lt>cal

and state pension plans otten aren't {bl-
loving these rules--<lr aren't allorted
t(tsand so are Pal.ing thc price . Almost
all public pensions in tlre Ninrh Districr
are rrndcrlunded. son)e to the tune oI

suess belbrc the lccession<ur-lined
and highlighte d in the \Ca_v 2006

fedgtzctt*foreshadortihg r:ruch of rhe
currcnt diffin:l$: Manv plans har.cn'r
been receiving dre necessarl, paymenls.
Past investmenr gains rrere shoveled inro
higher, grarmteed benefi ts. Plans lailcd
to spread risl:rrnong stakeholdcrs or
provirle erape hatches il-atrd nou,,
l'hen-fundinq rztios plummered. .6u/

ffi t*e contribudons every year

Al ign fiduciary
nesponsibitities:ls thi,cuner*.methodology occuote?

::t.l: :: 
I

.EN'VISIONING A

DI.FFERENT TYPE

rO,F..SIUBURl pog"ta

: , An jilarulw with Lfnivesity of Minnaoto
gegi-rcpher Brendo Kopor

' , rl.i.:.

tt:tt-D. .REcovERY

,, ,;rxf,tciio ro
,:rw$t[,fl |U:P. : .. posel6

' - Nir*i.Oi"t ia -ryey repondents se
lrist*lr{oyc oheod.

.''BusrNEiiEs 
^xE.r:O?T:l'MlSiIrlG FOR

RA,T,E S

',2'0,1 l :

poge 12

poge l8

ffi roreao an re

, *iwe,'E 
.gt

{:':
.j!:'
I

:.

$
ffit.

d sha

A=* +.9
-ho+ra-diia \.4
-Li d.rl

\-,f ti{
{J

^#Qc9
o

risk e .E

f>g"*'J .e"Ctra in laol *omis.

There's rrrrthing paticularly <lnerrtus
about anv ol those, md yer peoplc st<iyr

orrt on them rith regularity, and doing
so is easy to rlrtionalize: Wcrrk has been
a bear. \4y knees hurt. Don't fi-cnclr
frics and coffee counr? IiJl is luq:

Sirnple rules also applv to the varvn-
ittg concerns of public pcnsions.
Though certa.irrlv less familiu (or rrcnr-
orable, lbr thar rnatter), there are sonrc
basic rlles that hclp keep public pen-
sion plans on rhe right path: Make the
necessary contributions eyery )'ear.
Drln't rrronrise bcncfit-s drat volr carr't

Public pensions: Feeding, and
fixing, the sausage machine

IVlarn- ln.rblic pensiolts are un&nfundtd. I)oes tba,t matta'?

Br RONALD A. '\ ilRTZ
L,diror

Nlost thinss in life harc simpic rules.
For exarnple, d(rctrrrs recolltner)d a

ltr. things a persot) can do to lire a
lrralthy life: firr ),our vegetables. Get
cight hours of slecp. I)rirrk plentv r:rf
\l'atrr. Do 20 tnillutcs ni vigt>rous exer-
cise at least tlrree times a weeh.
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5 Phn for a rainy d^y

hundteds of rnillions, even billions, oI'
dollars-all of r'hich is backed in full
{aith by tupayers. I'he two dozen
largest pensions in the district are
underfunded by at least $21) billion, and
the shortfall is likel)' to get rvorse belbre
it gets better.

Thc most immcdiate source of the
problcm has becn poor investmer)t
returns during the {inancial clisis,
depledng pension assers rat}rc-r drm
grorring thern. But dre problem is both
more subde md more chronic thur
that. Publit: pensions exhibited signs of

ltntsions are lon,g lunt. Thq'll ltowte bath.

Thel uhmls do.
'fhe seve$gv ol the problen is hard ro

g-auge exactly-; we're talking irbout pre-
dictirrg the firturc, and fe.w plans art:
irmtrineudv insolvenL But man,v have
crossed an mofiicial line in the sand
regprding their financi:rl health. \luch of
thc problcm will ease if inrcstmerrt
retwnsjmp back quicklv amd iobusdy.
But if they doni, dren problemsr.ill com-
pound, and the fiscal tigho-ope already
being ralkcd by state md local gr-rvcrn.

nrenu will beconrc nrore plecadous.

Continred on poge 2
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l'ension defaulLr are rirtuall,v rurheard
q;f-5r1 f4y-hq12usc drt sponvling eor.
ernnrents thcnrsehcs woul(l hare to
declarc balntptcy belirrc ther'skip orrt
on legallv grumreed bene{its. lnsread,
poorly ftlnded plans set bailed orrt-sta-
bihzcd uitlr :rrr infusion of uu dr.rllars arrd
somedmes subsurne d br lzur:cr plan,<.

The gorrd ners is t}lat lau'makers lrave
taken unprecedenred actions to f-rx

problcrns. The had ncu,s is dlat a costlv

Pct)slon systtrn uill Uet evcn rrla)tr c()xt-
I;,-and tlat's il thc lixes rtork. \,losr of
the repails to date inrolrc signilicandy
higher conrributions fronr local and
stat( go\:crnrD(1nLs (as wcll a.s crnpl|>1ces)
at a time \rhen go}ernfl)ent-\ (arrd ltt>use-
holds) are uncler liscal duress. llan.s are
olly stardng trr address the fundanrenral
fitiuci:iry rrrisca.lculat.ions th?rr ha\r put
manv oI them in their current spot.

(Note: This article will Iircus onlv on
retiree pensions. Unlunded obligarions
lbr retiree health care and r-rther nost-
crnplo;ment bcnr:titr alc sinul;rr)r sig-
tificart and will be the lircus of a .sena-

rate tirtrrrc article irr rl\e.ft(lgazzttp.\

Pension basics
Prrblic pensions are lanril:ia, yer obscure.
to most people; they knorr rvhat pensions
nre, but man], don't knr-rlv rvhal's under
the llood, so t0 speak.

Public pension plans conre in nrmy-
designs and colors. Some cover onh'cer-
tain types of $orkcr-iikc teachers, cor-
rt:ctions r)fficcrs or firefisbm:rs. Sont:
cides sponsor their rlwn plans. but most
Ch')ose to enroll their rr'orkcrs in srare-

sponsored plans. Still others, like dre
\Visconsin Retirement S-vstenr, cover zrll

governrrlcnt wortcrs in the shtc, s:trc
lor rvorkers in the ciry and courrty nl'
\lilwaukee. The smallest plans have
assets of a few million dollars; the
largest, \4/RS, has asse$ arrd liabilitrcs of
almeist $8(l billion.

The linmcial nechanics ol'a pensirrn
plm o-e prettr stlaightlbnvud. Ercry
p:rycheck, the cmployce and drc emplol.

cr sct monev aside fbr thc ernploycc's
retirt:mcnt. These reeular corrributiols
art il)\'rsted so that tlrel'grob over tirrre.
lfiren lhe utrrkcr decides to r-cdre. *ris
monev lirnd,c a moldrly checL (called an
annuiry) that he or she receives until
dt::rth. This sirnple srsttrn can u'ork rvt:ll,
in dreorl, and practice.

tsut underlf ing this simple, even ele-

!i:iDt system is a connoisseur's sausage-
uraking nrachinc, brrcarrse each pt:nsi,;rr
plan has innumerable moving parts that
have to Iit rogether ro run smootlrll, and
produce dre desircd result. Some are
rules: hou'long vr:u have to work before

Taking both rtrles and lbrccasLc lnto con-
sidcratir)n, Jrlirr-s carr Fe I a decent idea of
Irt-rw riruch nroncv they will need in the
Iururc (usualry- 30)€ars our) io stay sohrnt.

ln other words, pension plans harc to
painstakingly gaze into a crlrtll ball
wirh nnltiplc vieufinders. Plarrs t:hew

through rnountains of actuarial data-
sradsdcs of risk and probabiliq,-to
guide their clecision-making. but pre-
dicring the future isn'I. e:rsy. Tlr;rt'r rvlry

d)rre is some wiggle ror>m irr a pl'an'.s

lr:nded ratiedre pelcentage ol actuar-
ial (or proiected) assets rersus liabilities.
It'r generrlll' agreed that plans need nr:t

with n:ore than 200,000 actile and
rrdred rnc[rb(:rFis ?0 perccnt firndcd;
the plan li)r nonuni{i)nt)ed workels in
Minneapolis stands al 50;rerrent (and is

closed to neu' nrenrberr). 'l'he sratewide
pliu for llonrana police is 62 percenr
fundt:d: dte pelsir>n for r:ig' elnployest
in Fargtr, N.D-. is :-r7 percent furlded. Irl
mrvbe the rrost ironic case. the pension
for iVlinlesota legislators is onl,v 3l per-
cent finrded.

.9ince 2001, nrost large pcnsion plans
in the district have experienced a signil:
icant drop in tJreir liurded ratio ol'at
least l0 percent:rge poinrs and often

)ou can retire, how much cach year of
selvicc ealns y'ou irr retiremcnt and horr
your tinal .snlary is calculated.

Othel inrporunt pa'Ls ue acmariaLl

xsnmptions that help estimate futru'e
reccipts ind pqments over time becaus
pcnsion nranaeel\ Irarc to know hou'
much a rtorker's retjrernent annuit;" will
cost (rcferrecl to as liabilities). So plars
idcnti6' a biuket of ruiables *rat allect
lrorr rrrucb ptrrsiorr liabilities vill gr-ow;

such as arcrage work tenue arr.l re dle-
ment age, likelv pa.v increars, inllatitrn
m|"es, horv long wor*ers rrll lire m reorc-
ment ud myriad other considentions.

be 100 percent funded at all timesi f'luc-
tuatir)nri t)ccur ftrr a varictv 0f reuorrs,
and corrections often lollorv. It's rnr:lrc

important over dme that a plan's assets

slope at a u aiectory similil to its liabtli-
ties se thal it can afford to pav annuin
checks irr perpctuit':

And, iD a nulrlrell, thal's the problem
tacing manl'pensions today Pension lia-
bilities harr been rising steadill', s'hilc
perrsion asset.s have rnosdy flattcncd or
declined (see Charrs I and 2)" Acrrxs
two dozen public pensions in thc div
rict, including'ilte lalgest ones in each
state, unfundcd liabilities have reached
about $20 billion (in fiscal year 2009,
the rDost recent year available fr:r com-
prehensive plan data). If not tbr
nrethodololiical oddities (for example,
lfisconsin uses a diffcrelt, brrt valid,
costiDg mrd)o(lology thar) dre t>ne used
by most plans), rrnftrnded liabilitics
would be about $I0 billion higher.

A lirnded ratio ofat least 80 percent
is ;r fairly crude, but widely acceptcd
benchrlark for pension health. Not
including the \{'RS (it's almost a.s large
as all other pension plans put together,
and techrrically fully funded), 23 pen-
sion plans across dre disrict had a
cunulative funded ratio ol 78 pelccnt
as of liscal yer 2009 (see Chart 3).

Llnderftrnded plans run the gamut
frorn sliglrdv malnouished to starving:
the ger)eral plan for the Minnesota Public
Emplo,vees Retirernent Association-
covering local gorernment emplo,vees,

much more (see Chart 4). \forse,
rrnlirndcd liabilitir:s arc likcly t(, grow irl
coming years, pushing lurded ratirrs
lower be lbrc ary lires can gain uaction.

The heart attack
IJow pensi<xr funds got into this posi
tion is both simple (drey got killed in
the stock market) and complex
(rerrrembt:r the sausage machirre) -

Firt, the ea.sy arrd painful part- One ol'
the most notcuor*r_v. actuarial assrunp
tions in a prnsion plan is the rerurn ir
expects to carn on invested aswts (alm
called thc disount rate bccause pl:urs dis.

count future liabilides as assel-s accrue).
Most public pensions nadonwide use a
renrrn benchmrk of 8 percent, though
the,v vary higher (i\{irrnesc,ta's statewide
plms use 8-ir percent) and lowcr {7.75 fbr
the &ru$ Dakoa Redrerneni Srstem md
*veral plms in Monuna).

-l'his assumption is noteworthy
becausc dlc return on invcsted axeLs
nver 30 years tends to be very volatile,
and small dill'er.ences in ilre assumed
return-sa'y, benteen 7.5 pcrcent and
8.5 prrcent-nrakt: a bi1; difft:rcnce irr

the calculatirrn ol unlbnded liabilides..
Many pensi,cn plans will be lunded if
the,v can achicrc 8-5 percent re[urns, on
average, for 30 years. But that's a big
and costly "if'be.cartse unfirnded liatrili-
ties accrue if returns fall short, even il'
ewr,vdring else in the sausage machine
is running perfectl-v.

Asset3, liobilities diverging
Chons I & 2
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The big ond smoll of public pensions
Untunded liobilities ond funded rotios ot public pensions in the Ninth District

2009

Cirajes repercni prolBnigilci.i:e ca r,.frir.J€.J lirir:iiiies, !cluer li:iac .rt ,;Eirj

Februarv 201 0 rept'rr't on six rnajor pen-
sion plans in l{innesota.

'I'hough many plans have nor
rclt:ased o{ficial rcturns or orhcr finarr
cial infirnuatjon f<rr fiscal yea. 2010,
nany have seen boturce-back returns ol.
I0 percent to 20 per-cent. That I'ill sure-
lv help, but prelirninary infr.rrmadrrn
suggesl{ tlrat fuDdcd r:rtir:s rvill dcclint:
furdrer. The Mt'rntana municipal police
pension liutd fell {iom 62 percent liurcl-
ed in 2C)(J9 ro !r7 percent this past iiscal

1car, rvit-h unlunclcd liabiliti<.s risilg
alnrost one-quartr:r ro $163 million, An
actuarial eslimat€ lasl stunnrer. for thc
North Dakota Teachers Fund {br
Redrement thora'ed that the fund's ratio
ftrll from 78 pcrcent to 70 perccnt in fis-
cal vear 201 0.

The unhealthy diet
Widrin dre sausage nachine, many mor.
ing prts influence a funding ratio. lt's
rrot hard, firr r'xanrple, ftu plurs to rin-
ker widr larious assumptions in u:r;r
rhat can hide {inarrcial ptoblerns.

One cxarnple is thc amortizatirtn
schcdult:-in esserrce, a future dalt at
rvhich the plan prr;rrnises drat assets will
equal liabilitics. The industr.v standard
is 30 1'ear-much like a home nrort-
gage- A longer pa)rynenr period allorrx
frrr lorcr contributir:ns and also makcs a
plan look better on paper'.,{,mong lage
district plans, one irses 50 ,vealr to amor-
tize debt, and another does no! amor-
tizc it^s debt on any time frarne, which
basically nre:rns it has no c(rncrete Plan
to pa,v unfunded liabilities. Both are
already signilicandy underlunded, but
would look e\rn u'orse if thev lbllowed
indusu v itcr:ountinu standuds-

Poor actuarial standards are a dif'fi-
cult mattet' to corral because of their
scope and complexir,v. \fhile problemat-
ic, they arc more likt:ly to be slmprG
Dratic t-rf troader, liduciar;r pnctices at
dre roor oI current difliculties

l'wo areas stand out: growth iu
(legally guaranreed) benefirs irnd the
ftilurc of enrployers ro make full pen-
sion corrtt ibutiorrs.

Clntinued on poge 4
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ronmrnLs. "\\ihat happcned in 2i)08 and
20f)9 nas lr'orse than everr tlrcir rcorst
ccon()!nic plojcctior)s. .. . N(, (rne dltici-
pated such a quick and sharp drop."
Last year, the plan's funded ratro hit 86
perceDt-not bad rurder the crrcum-
stances, but it stood at I I0 percent less
dran a decade eirlier-

l4brse, iunding levels are expected to
dccline across the board, possibh'si$nif:
icantlv. Invesunent k:sscs don't show up
inrmediatelv in lirnded ntio[ bccause
plans rypically smoodr rcrurns over fne
vears lo remore volauliry I'hat nreans
drirt "there are signfic:rtrt investnrent
losses vct to lre recognized" as a rcsnlt of
asset Srnoor-l.irrg, according tc, a

Pension adr.ocates say the 8 percent
beuchrrrark is based orr historical rt:turls,
bur rhe finc print ol anv invesror
bruchruc points out tbat pilt retul-ns ile
not a reliablc indicator of Iuture returns.
l'rom a short-term riew, that might act$
iillv be good. ber:atrse rhe past decade ha$
been particularly poor (see Chan 5).
Since 2001, there have been lbur nega-
ove return rcars, rrfiich arc a double
wh:rnmy for pensitms. In 2002, for exaur
ple, rhe lar-gest di.ltrict perlsions los( an
arclage of 7 percent, which means actu-
arial renuns l'ell shon ol their bench-
m;uk bv aborrt l5 percentsrge poinn.

Althorrgh returns rebounded
s$ongly in drc rniddle of the d.ecade,

the historic collapse of 2008 and early
2009 was cxtxstroph'ic ro pcnsion funds
(see Chart ir, a.nd sideli;rr on pirge ir).
The largc majtrriry ol plans sau a sin-
gle-rear loss approaching or exceeding
20 percent. Tlre JVtinnesota St:rtc
Retirement Slstt:m's (I\{SRS) plan for
general enrployees has beert one ol dre
mosr stable and rvell-Irrnded pension
plans in the state. Brrt its invesrrncnts
dcclined by 5 percent in 2008 hefcu-e a
haymaker 19 percent loss the fi-)ll()wint
,vear.

Dave Bergsrrorn. Ir,lSRS executive
director, ,said that in 2l)07, the plan's
:r(tualy ran sonre models shou.ing fund-
ing levels in dilferent econornic cnvi-

Funded rotios plummet for mony plons
2001 6.2009, somplc ol Ninfr Di.rid r.nrbns
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\{ost pliins cannot increase nrenrbcr
bencfiu on tlreir own; thcy rrnrsr l:r:
approved b1'their itare or lr)cal slxtnson
So bene{it enhancenents arc nosr
o{ier: .t}e work ol elected bodies- 'I'he

.1990s, in particular, snw repeated bene-
fit incrrases that were supported by
emplwee uniurs and polidcall,v justi^
{ied bv high invesrment returns and
nostJl, healt};- gorcrnnrent budgets.

Benefit grtnrth anong indivirJrral
plans varies in breadtlr and rlepth.

report that its mrrltiplier firr general
rtrclrrbcrs lras rrrcrcascd I I tirut:s sirrct:
M82-from I-I percenr ro I.7 1>er-
cent-including live times berweerr
I997 and 2()02, and a Iinal dnre in
2t)08- Jn 1982, rhe multiplie r lbr
Nr)rtl) Dakotx's tu'tr statewid<: pcnsion
plans had a nrultiplier a shade over 1

percent. It currentlv stands at 2 per-
cent. So a pcrson today *ith a linal
sirl:rry of $4t),00t) at thc end <tf t 25-
year career rtt-rukl earn an annual pen-

cenr-while prir-ate pensir-rners npicallr
dr) rr()t rcce ivc rhis benefit. That might
seenr like a snrall financial maner. brrt
COLAs add up. An annuallv conr-
pounded COL.\ ofjust I-5 percent over
15 r'cals pushes t $20,00{) pension up bv
25 perccnt, to 525,1)(t0. Though sorrre
public plans make COI-,.ls on arr ad hnc
basis. most plans do so automaticallv
(via ,statute) and regardless of a plan's
firranci'al colditiol.

Building an ARC
T<r m:*e mrtters a'orse, gor€rnments
lrave. not bccn sqrrirrrlilg awav thc
resourc-e.s dr:rr actuaries sav they should.

Everr'_rrar', plans calculate the actu-
ariallv required contribution (ARC)

thar will he\r a plan nrairrtairr sollcncy
(rver [rne. If a p]an is unrlerfurttled,
.,\RC stmdads call lbr additional, back-
Iill payments to eventually bring assets

back in line with liabilities. 'l'hir,k of a

household u'ith a lot of debt; ARC is like
a prudent {in'mcial plan that esta}rlish-
es an ongoing palnleut schedule ro
steadilv reduce debt over dme. lf a pen-
sion plarr consistcndv rrrt:ets its ARC,
then its lirnding ratio rhould steadily-

improve, assunring the sausage
n:achine cooperales.

f,mployers rre not ignor?rnt of srrch

rcsponsibilitics, but pen.rir:n costs harc
srom considelably, budges have got-
ten tighter and other obligations con-
pete fbr rcsources (see sidebar on pen-
sion r:ost^s, page 6)- Not makiru tbose

exlra pa]rDents ftx luture unlunded lia-
bilities can be ea.s_v to rationalize.

Among five major Minneota plans,

e:rch has a unique,{.RC profile. But as a

gr<nrp, errployer contributions ?N .'r pcr-
centage ofARC har Eended dohn steadi-
ly since at least 2004 (see Char-t 7), and
funded stanrs has follorved in tou'. That's
nr(uc rule thaJr exccption; a largc nrajr>ri-

ty d di5fict pensions sun'eyed on this
measure also lailed to receive {irll actuali
al contributions fron enrployers in 2009
(see Chart 8). Frrr mmy, this u's a condn-
ultion of a trend sretching back to dre
nriddle nl the decade. sornedmes further.

f'he few plars that regul:rrlv nake
full. ARC payme:ru-the \t'isconsin and
.South Dak(rta ytate redLernent systents
and separate plan.s wirh the ci.rr, ol Sioru
Falls, S.D.-are legally botutd ro do so.

Coincidentally: they are alsr,r the best-
fundcd plarrs in tbc distrirt.

lVost plans, lrowever, are not sintilarl;,
bound. Indeed, "reguired" conuiburiol
is mo.sdy a misn0mer-"prudeDt" rould
bc more accurate. Errrployers and rvork-
ers ale cornpelled to make "nornral
cost" conrributionpthc projecred cosr
ol' bene{its lbr r,or-king nrembers, as il'
the plan rvere lO(t percent frrnded.
tisrrallv this corltribution rarc ftrl brrth
empktvers and ernployees is set in
statute as i perceDtage ofpavroll.

A decade ago, this wasn't a problerr
bccause many plans nere rre;u (rlr over)
100 percent fundecl. lVith lixed ctxrribu-
don ralrs, rDmy were actuallv contribut-
ing more than actuaially required. ln
2000, Minnesota's major pensi<tn plans
paid nnrghly 50 pelcent rnort than t}eir
i{RC said was neces\arl', acc(rrding to rhe
state's Legislative C()nrmissi(rr] or)
Pensir:lns ancl Retirement.

Brr! whcn plans harc rrnfunded liabil-
ide.-particularly bekirr 80 perr:enr-
actuaries urge aclditional contributions
to help close that gap. But lerv plans are
legalll' bound to nake these additional
paynenL\, and mo$t do not harc the
audloriry to forcc ernployers and work-
ers to contribute rnore than the arnount
set rn statutc.

For an underfundcd plan. failing to
payARC is like appl.ving tur)le grease t(,
the hill. The 20lO reporr on six rnajnr
pqnsion plans in Minnesota lbrurd t}lat
many make onlv statutory contribu-
tions, and "ver,v-' little ... can be uscd tr>

pay down<r even pay the intcrest
on-the oumtanding ur:frurded actuar!
aJ liability arnounts."

Patient, heal thyself,i
From a broad perspcctive, the skv rnight
be said to have some large cracks, but is

not in iDrmediare danger of falling. ivlost

Anrong lirur rl)ajor snrc\vide plms in
Minnesom, average benefits paid per
scrvice retiree outpaced inf'lation bv at
least 2{l 1)erccnt frorn I 995 to 201)f-}.

Some g: ew much more than that.
though acrual annuitv levels per beneli'
ciarv vary sigrrificmdv bv plan (see

Chart 6).
The ino'case in benefit levels coures

Jionr scvcral reurces. The rnrlst obvious
is tle increase in the so<alled lbrmula
nrultiplier, rvhich along rvith t-rnal s:rlarv
arrrl .vears of service, determileri a
retircr'r original monthlv arrnuin-'.

Virtually all plans have regularly
increased their muhiplier. l'he Sourh
Dakota Retirement St'stem-one of
the nlost stablc plans in the district-
aclnorvledged in its latest linancial

sir:n of $20,00t) (final salary x 2 per-
cent x 25).

Wrether that's too generous is a sub.
iective matter Thc larger point is that
tlre lactr>rs used tt> calcul:rte a pensirln
lrave been rising. With the direct linL ro
uages, pensions atrtomadcally rise over
time as rr-ages €o up, even if tlre multipli-
er lerrrains the s:sne. ,{. risc in rnultiplicr'
nreans pensions are ilcreasing more
thm mge glorvth,

It should be noted that public rrork-
crs cor)tribute siBnificantly to their pen'
sicrns, while . privare q'orkers rvirh
de{ined benelit pensions typically do
not. But nrany public pensioners also
ret:eive annual (and compounding)
cost of livin;g ad.jrrstnrents in retirc-
menr-tvpicalh' ).5 percent to 3 per-

Continued on poge 6
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Playing catch-rp, badly
Inuestmenl relurns are the X factor fm lten,sion.s
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nornic cnvi|onnrenl-it's rrnclcar if pcn- f<rr the Ntl.th D-alcota Tcachers Fund for
srons cm ride out anv crxtinued volatil- Rerirement {bunrl that retu,rns aver.aged
iB'iD the short and medium mn. The about 2 percent over the last decade,
qrtestion is rvhether pensions can stay and 6.6 pcrcent over 2U years-rvell
solvent lbngcr than financial nrarkcts slrort of thc plan's 8 percent bcnih-
can renrain out olkilten Not evervone is rnark. It said the lates oft-etlu.n on equi-
so stlre. tie,s and other assets "varv so dramatical-

An actuarial expcrience study ana- lv fiom vear ro year that even a 2(!vear
lvzes a perrsion's assumprions ftrr long- pcriod is not long enorrgh to pr<ridt:
tcrm acclr?cv. One such study last )rar rcasonablc guidancc." C)ver a l0- or. 20.

;-e ar period, the report said, the re wa-s "a
significanr possibilin that rhe irverage
rcturn rcill be less t"harr 6.5 Dcrcr:nt or
.qreater than 9.5 percerrr"

How plans react in suclr an enliron-
ment says a lot abour horr thev vien' risk
irr fiduciarv tcrnrs. Thc Soutlr Dirkota
and \4'isconsin refrt:ment svsterrrs b(rrlr
have comparativel_"- Iow invcstn1en t
benchnarks (7.75 percenr and 7,8 per.
cent. respccrivel,v), and rheir returns
ovcr the last decade lraw orrtpelftxrned
district peers. Brrt sources rvith both sys-

aeDrs said thev are at least considering
lorrering their benchmarks-despite tlre
fact t-hat troth systcms relxrrted gains in
lhc neighbor*iood t:f !0 pcrcent iu thcir
most recent liscal yea.

That's becausc plans still lose rvhen a

bie loss is can(eled our b'!' an equally big
gain. If pl:ms discotrnt liabilities at 8 per
cent annuallv, stayirtg even alicr t\vo
volatile years puts a lund ainrost l? per-
cent behind (zrlier the cornpounding
effect) its return proiecdon over dris
bricf yreriod.

Unlbrtunately'. a lower benchnrark is
not a realistic political choice lbr man.v
plans, because the sponsr:r is ackno*.l-
edging tllat asseus will not grow is lnuch
as previouslv projected, which aur.nmari-
cally incrcases un{unded liabilities, pull.s
dom the funded ratio and exooses
enrployers (arrr-l possiblv workurs) to
cven larscr ctrrrtributitrns. Thc most
recent actuarial valuarion lbr the
Montana 'I'eachers Re tiremenl System
demonstmted that lowering its inyest-
ment benchrnark from 7-75 perccr)t to
6.7ir prltent would cut irs funded radtr
from 65 percent to 58 perrent.

As a rcsult, ome plans are lbrced to
kecp rollirrg the dice, rrsing history ttr
ht:lp radrrnalizc more aguressivc invcst-
nens to hope{ully pull a pension out ol
its financial hole. In tact, that's rvhat
appears to have hirppened in response
to negative irlvestment retrrrns during
the 2001 recession.

A recent NBER n'orking paper exanr-
ined portfolio allocations and plm char-
actt:risdcs of 125 statc pension fulds
nom 2000 tt'r 2009 and lbund ilrar pc'n-
sion lunds chose sreater porrfolio risk
ibllorving periods rrl relativclv poor
investment performance. Equallv
imporumt, plans with a relatirrly lriS;h
benchrnark rate "tend to choo.se riskier
porrlblios."

Place rour bets.

-RonaW 
A. Wirlz

I t's hard to overstate the role ol-volatile
st<xk market returns in thr currenr ta-
tus of pension plans.

Just a decade ago, m(l e\irn m(fr(
re centlv lbr some, a ntrrnber ol'state and
local pension plans were fully fundcd,
thanks l{r the inrc$firrcnt boom Of tht:
199lls. The 2001 rcccssir:n threry a mqtl-
key r'rcnch into inves$le nt retu! ns,
wit.l) most plms sulfe ring mode st rnve sr-

ment losses trr,o veitrs running.
Alth<xrgh r(:turni in tlrt: rniddle of rht:
decade u'ere strorrg, t}le r.ecent and
huge investmenr losses rltoullt to more
than a monkey rrrench; call it a total
transmission firilure.

Invcstntt:nt retunt is tht: rnagic <lixir
drat helps generally modcst contribu-
tions fi onr bmployers and rrorkers grorr
into lifelong retirement int:ome. lionr
1990 to 2009. 60 percrrrt of pcrrsion
asset gaitrs in tbe Public Ernplcryees
Rerirernent Associadon o1: IUinnesota
cmre fron investnrent.

But thc investnent knife cuf,s br)th
rvavs, and it can be dcadly- In 20()7, thc
Montma Prrblic Enrployees' Redrrmenr
Sl,stem earned $629 million fiom inrcsc
ment gains-or aborrt 82 percent of net
,lss(:t. gains that yeir (cmployers and
wirrkers contributed dre rest). But two
vears later, PERS saw aD investmel! loJs
bf aln:ost $800 nrillion.

Defcnders are quick to sav rhar
llt:nchrnarks are mcalt tt'r tre an atcragc
over tirne. But lean invesunent vears at
tlre start and erd ol thc last decade have
throrm cold water on long-term expec-
tations. I)istrict pensinn phns pcg
in\e.\trnent returns belrreen 7.75 and
8.5 percent, depending on the pla:r. No
plan hzu come close to those rares over
the previous decade (ser tJrarr).

Investment rchrrus I'ill have t(, do
double time for a considerable period-
upward oI 12 percent annual gains lbr a
decirde for some plan*to achieve that
rotrgh I percent tirget. Thc altcrnativt:
(wlrich most plans have recer:tly enact.
ed or are considering) is to increase
etuployer and worker conu.ibutions ro
make up lost :rssct growth urrtil returrrs
rcbound to tht: .histrric ucnd-a rcalir-
t.ic cxpecution, accor.dins to manv in
d)e indusry.

"l'r.e talked to a lot of actuaries," said
one s()ucc, and thev sav the 8 percert
benchmark "has been r.einibrced aqain
and agailr over time."

Even if long-run rates can rccolcr to
8 pcrcrrrt-hardly a rircn in today's ect>
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The pension bill. Ouch

shoukl havr Lrcen mr)rt than $l billion-
Current enryrlotees have alstl sharcd

in thar cost pain. I{errber conrributions
to lllinnesota's lbur largesr plans have
riscn b,v 26 pcrccnL sincc 2000, only
slightlr slorvcr tlr:rn tlre 33 perccnr
increase lbr emplovers.

Thc .load of higlrcr perrsion cosls

corrld hardly cor)rt at a wrr* tinrt, as

s(ate and local 6lovernmcnts struggle
widr lorver tax reyenue. Iior liscal ycar
201 2, statc and local govcrnmcnts fircc
an cxpr(;tcd brrdeet shortfall of at least

Stt2 billion. But thcT- H,ill have $3ti bil-

lion less in stinnrlrrs funds to help thrrrr
deal with deticits, rccordil)g (o a

December report lionr rhe Narional
Conl'erencc of State Lecislatures.

Statcs in trrrn ar-c passine somc of
the dcficit dorvn the l;rdtler in thc
folm ol lower lor:al aid, rvhich cuts
irrto locals abilitv to Iund pension
obligations. ln Minnesota, Iinal 2t)]0
irid tr> ciries rvas $55 nillion lorrer rhan
a year carlier, reachirg levels last.seen
in 2001; cotnty aid rbis year ruas also
cut by l5 percerrt (about $35 million)
over last ycar. In \fisconsin, aid to
local governrrrcnts dropped b1- $25
rnillion in 2010 and has been pancakc
llat since ar leasr 2004.

And for a liule llnal salt in the budg-
et wounds, n)aD)/ st te lcnislatures have
recently increased contribution rates y-et

again for paticipating eurplovers, or
will consider doing so in npcoming leg-
islativc scssions. E

-Ronakl A. lYirtz

As pctrsior officials arrd l;rrrmaking lrod.
ies scr:rrnble ro stabilizc underfurtded
pension plans, government sponsors
and rvorkers are laborir:g under rhe
rvcight of stcadily growing costs, wlrich
rre likelv to continue upwartl, nravbr
substandalh.

Since 2000, manv ernplovers lrarc
seen their contributioDs rise bt, an\':
u'ltcrc frr)rn 20 pcrccrrt to 7() pcrct.nt
almve dre rate oi in{lation (see blue
lines in cha't). \'et dcspite rhe se lalgc
incrcases. enlplovers are still nor parinl
rvhat thcy shbuld on an actuirrial ba.\is
(via socalk:d ar:tuariitllv rcquircd <pn[i-
butjorrs, or ARC), u'hich includes nnr-
mal costs olien set in smte statute and
additional palments to cover unt'unded
liabilities.

rvf ith {unded ratios plurlmering, ARC
anlounb-wbat emplo,r,ers should be
pafng-havc sk'n'ockered (see red bars
in charr) . Minncsota's four largcst plus
had contributions of $778 rrrilliorr in
2009; based on ARC, contt'ibutions

Employer contilbution increoses: Should vs. did
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phrs have the resrrurces to pa), benefiLs
in the near term, and usuall,v there is
tine to turn around lr struggling tund.

But not always, Sonetines mattars
are leli unaddressed Jbr trro lon{, sd
plans becomc a death spiral as a glow-
ing number ol redrees consume a plan's
irssels faster than they cirn be replen-
ishcd by (:ontributions :rnd investmcnr
rcturns. rA4rile bankruptcv is being ruen-
tioned rDore olien-particularlv in
places like Ca.lilbrnia and lllinois, rvhere
plurs are irr uorse shape-it's still an
extrente r-ari$ arnong l)lar$, at least \o
l'l; because it vonld require the spon-
soring gol'ernment to dcclar bmkrupt-
cy, rvhich has serious financial md polit-
iaal (:onsideratiorrs.

Instead, plans reek rrnrething akil to a

bailout. For example, the ciry- of
Minneapolis' general emplovee plan
could default on bencfits within tbe
deciade- La-rt year, dre plan l'as merged
widr drc suterride PERA-Generat plm.
which is good for 'rclircd menrbcrs
(rvhose bcnelit gu:rutees are tinancially
reinforced) but considerablr less gr'rod
Ibr other palties; citv bxpavers lace zBnu-
al cosrs of $27 million to $35 million-{or
a closcd plan l'ith ferver thar 200 active
members and about J,500 r'etirees-and
the state will pitcb in arother $27 rnillion
in 2012 md 2013, and *ren $I5 million
every ,r'ear ther eafter A {bw yea: eulier, a

similar birilout occurred witlr thc
Ilinneapolis teachers' pension.

\'lithrut sigrri{icltr changes, other
rurderlunded plans also face a. sketch,v
t-uture. The North Dakota Teachers
Frrnd f<rr Retircrncn( was on track tn go
"bcnre drv" in abo\rt 20 years "unlesN xc
did something," according to Creg
Burns, execulive director ol the North
Dtkota 'ltachers Assnciati<-rn. \{ith the
firnd hoverinq arorrnd 80 pcrccnt in
200i1, emplover cnntributions were
raised by I pel'cenrage point, phased in
ovcr drrce ,t?ars, But more dramatic
acdon rms needcd this tinre ar,rund after
steep investnrerlt losses- Srakeholder
groups werc called in, said Burns, "and
wc spent hours upon hours looking at
dre lxnsion plan tr,r t-u dris thing."

The group cnded up proposinn-
and the Legislature will consider this
spring-contribution increases of . {our
percenhge points tbr both employers
and workc'r's, phased it over four ycars,
ercntually pushing raks tbr hoth rtt
betu'een l2 percent and l:i percent ol
pa,rroll. 1'her rares are schcduled to
srrnset onl1, when dre plim is r.rnt-e again
at least 90 perct:nt fi:nded, rvhich is not
expected untii 2032, according to
Burns. The plan also ret higher age
requircments for e:lrning full benefits.

'rNr)t or)e mcrnber lras corrrplained,"
said Burns. although he acknortletlgecl
"that nright change" once the higher
mtes go into elfccL

Elected brrdies clsewhere are investi-
gating thcir options. In IVontara, perr

sions for teacher-s (TRS plan) and loca.l

and s(ate rvorkers (PERS) were estimat-
ed last srmnrer to be underiirnded bv
about $2 billion, a level that "rnav not
arnortize in any length ol tinre rvithtrut
increased contributions and benelit
changes or plan design changes,"
according to a legislatirc report. A spe-

cial lcgislarive conrrnittce w:rs chargcd
with brainstormitrg rome solution$. It
suggested no basic optious. but only for'
ncw enrplolces: going to a defrned con-
tribution plan or modi$ing current
rrtir ement rules $'ith lt'rntcr vesting and
service requircrnenls and lower multi-
pliers. .'I'lre nratter ah'aits the 2011
Legislature.

Significant changcs have bcsn rnade
to virtually all of Minnesota's larger
plans. Last,rcar', the Legislature passed a

pcnsion bill that increased contribrF
tiorrs for both emplovers and employees
lbr rbe larger statel,ide plans, sonre by
as uruclr as 2 to 3 percentage points,
usuallv phased in ore r tuo to fbur ;,ers.
'Iherc were also t number of benefit
rcductions, including for retirees, but
drese cbanges lace a .legd challenge
(more orr rhis below).

Fix, don't patch
That such drasdc nreasures ilc necessarl
srrggess t}at plans ae missing mmc
mechirnisms that might ofllr bctter,
nore automatic safcgrrands. \{/}ren plans

arc underfunded, ct'rrrtctive mealures
have to go through a tirne-consunring
legislative process-u.hich night prr>
duce a dcccnt parh-job, but ofien fails m
atklrcs soue of *re uxlcrlving prr-rblems
oI ol-ler'lnechanisDls that nrighr automar-
ically stabilizc underli:nded plans before
the,v get into seriou.s difficult."-.

There have bccn sorne rcccnt. nottble
achievements on this liont. North
Dakota's tno statewide plans now autc>
madell,v raisc or ]ower emplorer and
u'orter contributions slighdv in relation
to a 90 p€rcent benchmalk-a nrl'elty
among man' plans. All three of
Minncmu's statehide funds harc been
given the authority to raise and lewer
contribution rdtcs, r'adrer dran wait for
legislative approyal. Additional rules
allow plans to keep a I per-cent contrib*
tion "cushion" to help reather mukei
correcdons. and rcstrict the usc of sur.
plu funds lbr rreh'tl'additioDal bencliLs.

These governance changes are "r'ery
signiticant," according to Marv lvlost
Vanek, head of tlre lvlinncsota PERA
plan. Thc legislative practice <f delaying
contribution increases widt the hopes of
reaping higher investment rehrrns in
thc future "*'as not prudent maDage-
merrt," she said, because it abdicated a

plan's liduciary responsibility to mem-
bers, ernployers and tapayen- Brrt the
authority given to plus is stiu new, and
it's unclear rvhether imd how that porver
will bc exercised. Tlre rcccnt l:rrge



fed

increases in coutdbution rates were tle
lesult of legislative acdon.

Another sali:guard tJrat is alrnost uni-
rcrsdly absent is the sharing rll' invest-
ment risk unong pension stakeholders.
Over the past several decades, plans lrave
gndually tal<.cn on rrrorc rilk qith invcst-
rnent pordolios, shifting assels orrr" ofcaslr
ard bonds and into eqrrities in hopes of
achieving higher renu'ns. Undl rccentlv,
the strategy had *orked rrell. iireling
much larger qrou'th in plan ;rssetr dran
odrenvise woirld have been achieved.

But the ra'itv ol plan bankruptc,v,
along rrith rhe prevalence ol bailouts,
has inritcd rnoral huard bccausc risk
has bt:cn rnisapproJuialcd. Plan lx'ncfi-
ciarie.s bear little risk but have enjovetl
rnoit of the benelits. Though govern-
ments have taken some funding holi-
days bccause of strong inve$unent
returDs, tilore often those heady
returns provided rationale li-rr higher,
compounding benetjts. \!'hen rerurns
stunrblr:, cmploycrs (and by extrnsion,
tuparers) have shouldercd a disprr>
portionate.share of tlre {inancial risk.
Active I'orkers also have carried some
risk, usually in the form of higher con-
tributinls. But dre largcst benefirc-
tors-retil?es, md those close to retire-
mcnt-al'e largely absolved of any real
risk; ihe y no longer make contributions
(or soon won't), and benctlts-Lroth
earncd and prornised-havc strrlng
leual protections-

-# try,
w

Not evervone believes the prevailing
risk-sharing arrangenlent is our of
whack. \{ich:rcl Nelson is , cusrome r.

service specialist u'irh dte Minnesota
Ollice ofthc Secreurv ofState and head
ol'the S0Gmember Local 2829 union
r<:prescndng stat(i ctnplo,vces. "l think
Orc currcnt risk.sh.ucturc is equiuble, if
tlre emploler tnakes y'ise de cisions when
planning {br luture retftee costs rather
thm neglectins their liabilitics until tlre
plzrns rcat:h crisis,' Nrl:txr said

Sonre rvorkers' rrnir>ns lre als{) takins
rhe rnattcr tu court to rrp.al r.cent
attempts to lower benelit le"*els. In
South f)akota, a classaction lal,suil is
clrallcnging dre statc's crrt of mnrral
post-redrerlent inclea*s fr.om an arrto.
matic 3.1 percenr to benveen 2.1 per-
cent and 2-8 percent whcn the plan is
bclow I00 Dcrcent.

N{imres<in also laces a leual chal-
lengc to its recent lorvering of post-
retirement increases. The changes vary
anong thc dilTcrcn! statcwitk: plans, brrt
include a terrrlr()rary twe1rs suspen-
sion of costofliving adjustmenus and
lorver l'urure increases until a 90 percent
frrnding threshold is aitainccl.
Bcrgstronr, frorrr the Statc Redrcnrt:rrr
System, said it wzs trlo earlv to speculare,
bu( acknowledged thar "if the larvsuit is
successlul, it will obviously hare a {inan-
cial impact on orrr plan. Orrr savinus will
not bc as lircrt, and otbcr chmgcs trray
be necessarr'."

Keidr Bozardr, executive director oi
rhc State of \{isconsin Investnent
Board, said co\lrt battles arc nccess[y
to prolide some clarity to m ilrrportant,
but cloudv legal matter. "I dotr't think
benellts are as ironclad as lnany
belit:rrc," said Bozartlr, addinc thar "liti.
Badon will bc a healdrv tlring btr:ausc it
will uive us d fi'mework" to work lionr
in dre future. (For more discussion, go
online at minneapolisfed.org for a Q&A
with fb'o kg:d experts frorn Mirrnesota
regarding the legal protections and case
Ian' concerning pension benefits.)

Good arrd bad d6ji vu
]t .r easu to brry into a worst<ase, into
d)e-ablss scenario, until you step back
and realize that mmy ftrnds were in sim-
ilar or rvorse sirape in the 1970s and
1980s. Badly underlunded, plans shifted
t}teir liicus to an invesulent grouth
strategy, and mml literally gretr rheir
rvay out of trouble in tht: robust nroncy
markels of Ort: Iate 1980s and 1990s.

But that stletegy also has played a

large role in tle current predicam€nt.
rrf ith irn ulceruil and possibl,v volatile
tirtrrre frrr invesunent returns, tlte kcr
for rnany plarts rvill be to make changes
that help reduce dreir unftrnded liabili-
ties over tirne lvhile allowing them
grt:ater flr:xibiliq'ro adapr antl rcinforct:
thcir fiduciary lesponsibilitics to botJr
members and tupa;cr-s. In dris vein,
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plans in l\tisconsin and Sioux Falls ollbr
useful models (,ree sidebar orr page $).

Br:zarth said there are m;rnv good
pension plans out there, "but there
are lnany examples r-rl lunding disci-
pline that is not in place." Thar lras
rnan)'critics uanting to throw out
definerl bencl'it ptJnsions al.togctlrcr..
Bozarth believes that is unnecessarr,
even rash: "The solutiol is respousible
plan design."

Dave Strlla, secretar)' of rhe
lltisconsin Departrnenr of Employee
Tmst Funds. r'hic]r adnrinisters \,!'RS,
said too nruch attentioll has been paid
to poor Investmenr rcauns. "\^rc'vc gor a
slouqtrodon train wccl, irntl a lot. of
attention is being placed on a srnall part
of the uain," he said. Instead, he sug-
gested that plans need to focus on gor
crnanc(:, shared risk md appropriate
benefit levels. ''l-t>u car'r pronrise bene-
fits )ou calr't pa,t'tbr."

He also believes that many plans are
now fccline thc prcrsurc nil_:essary to
rnake touglr clroices. 'Cdsis genrralcs
reaction, arrd [decision lnakerr] ronlt
warch tre boat go over the waterfall," he
said. |l
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Top of the pension class
Size tloesn't nro,tter lt's how yut are allule.d, expected u.nd requiretl to manag(

Bv RONALD A. \{'IRTZ
F.ditor

ll pensions werc a daring g-aDle. some
plans might go unnoticed. 'I'hel lire
modestl-y.'l'hev don't brrv on inpulse.
The,v pal dreir bills rcligitnislr,. Tbcv prt:
Ier safety over risk. Thev probablv wear
talr S€arer vests,

Yet in the pension world. tbis nrod-
csty rvould be tht: cnry r:f plirns across
the counur,- \.ltrilc pension;>lals arc
almost universallv underlunded al rl:e
mornent, sorne plans have weathercd
tlre storm better dran others.

In ihe disui(:t, two plans nt ()pposirc

ends of the specrum stand our tlre
\{isconsin Redrement Srstem, with $80
billion in assets, and the ciw of Sioux
l'alls. S.D., which sporrsor.s nro separatr
pl;ms lirr ecneral rvorkcrs ard liretiuhr-
ers, and lus asse ts ol about $350 million.

In each cre. these pensions are lrard-
uired to keep fiduciar,v respr,rnsibilities
front and center. Thcy offcr modest
benefit.s and malie required contribu-
tions drar keep the actuaries happv;
each has a more c.)nservatirr invcsr-
meDt cxpecfation tharr its pCerr ald a

fcw unique rvrinkles to Prr'rrect mrrnh:rs
md tupaprs from catasuophic event:r.

Meet the contestarts
In Sioux Falls, dre cit1"s latest full-year
estiraate put dre lunded ratirr at abour
87 percent for the two plans. l'\hile thar
leaves somc room for irnprovcment, drt:
city beals dre panr olf rnosr locally
sportsored plans. In Minneapolis. none
ol the city's three sponsored plans is

above 80 pelcent, and its largest plan
(lr4ERF, for genenl enployees) is 56
percenr funded, has unlmded liabilities
ol $700 million and has recendy been
consolidated with a state plan. In Fargo,
N.D., city-sponsorcd pensitns for gencr-
al rvorhers and lirefightcrs irrc a cont-
bined 61 percent lirnded.

1bm Huber, Sioux Falls assistant direc-
tor offinance, outlined a number of reu-
s<ns why the ciw h;rs rnanascd to keep its
pension upright. For snrters, dre city is
requircd bv state law to make full, acruar-
ially based conts-ibutions. Unlike most
plarrs, large or srnall, "rvhen thncs werc
gorrd, rhe city and Ix:nsion brrard did nor
increase benefis," said Huber, adding
drere hate been \ro major changes" in
the plan in at lcast I 5 ye:|rs-

Hrrber also noted that the city budg-
eLs very conserladvelv md "faces ir 'lia-

bilities suaight up'-an apprcach the
rating agency- Moody's noted in a credit

,#;l#r

n% x*'l,t
ratjng whcn tht: citl'rvas lrruking to raisrr
rrronev in the bond narker. he added.
The city imc,rtizes irs unlunded liabili-
ties orcr just l4 't'ears-about half of the
a[)olti/,irion peri(rd for Jn(]st plans. Tht:
city- even starrcd lundins retjree healtlr
care belbre the term OPEB (other post-
emplolnrent benefia) became a com-
rn()') parl ol the pcrrsion lir)go. Tbough
it only partially frrnds this rcrjrcr oltliua-
tion. ils commimrent to date {a' exceecls
that of most local plans.

'The pension board takes its liduci-
tly rolc yerv .rer irlush'," Hubrr said.
'The key is to lund [pensicxrs.] belbre
drey become a cr-isis, so ,vou're nranag-
ing tiorn a position ol.strength."

That docsn't mu:ur thirrgs are pcr-
ft:r:t. I.rkc r:lsr:rvllr:l t:, risin.t ;rcnsion costs
are putting presll-e on dre budget, and
the cig- is studying irs options, including
the possibiliry* of having new employees
join thc .statewide sl'stcn). It's all pan of
a conrinual process r-rf uying to predict
dre luture, said Huber.

Sonre people call that gres$ork, but
the plan has bcsl a dt:ccnt soothsayer.
In 2007--"br:for<: thr: downfall," accord-
ing ro Hubrr-tlre city tool< tlre pre-
scient action ol'lowering iLs investment
benchmrk fiom I percent ro 7.75 per-
cent. ''!Ve got out ahead" of thc rnarket
collapse. he said, because.t.he bozrrd l'elt
at the dnre drat it would be increasingly
diUicnlt to consistently achieve an ll per-
ccnt rcturn.

David, meet Goliath
The Wiscr-rnsin Rerirement S)'stem
(\{tRS) has expcrienct:d sorne of the
sane hard knocks Ls (rther plan-s, includ-
ing a 26 percent invesmrent declile dur-
ing the linancial nrarket collapse.

lbt thc plur is ncarly 100 pcrcctrr
funtlcd. (A technical caveat.: Ius high

g,o%

l:iiiji!

funding ratio is drrr: partlv t.o thc fact.

that it rrses a di{lerent nredrod (lrozen
entr),age) to calculate liabilities tharr
the onc used b1'most plans (entry age
nnrrnal), acc()rdinlJ to Dave Stella, scc-

retary nI'the Wisconsin Department .rf
Emplo,vee Trust Funds, r,hich arlmir:is-
ters the plan. Regardless, using the EAN
mcthod, thc lirrrd \vuuld havc b<:en 88

pemenl fundcd in 2009, still closr: ur

rops in the district.)
That funding stability comes from a

couple of .sources. 'l'he plan has tlre low-
est rrultiplier ofanv plan in the district
(at 1.6 percent per Year of emplol.
mel)t), and the average pensiotr today
runs to $1,90t) a moDth--decent, but
hardly rich.

Arguably rnorc irny>ortant is the
plan's s)stenr of governmce . Stella said

mo.st pension plans re ven' cognizant
of long-ter-m sustainabiliry but often
have to dca'l r,ith elecred bodies that
have verv dillerent perspectives on
funding responsibilities and plan
health. So \l'RS has leatures that give it
spccial, indepcndcnr authority ro
cnfcu'ce iu fidrrciary responsibilitics.

For example, the q,stem is legally
required to mrke all actuarially
lequired contributions, lccording to
Stclla, :rrld it cardes an enforccment
sticli just in care. If participadng local
governments choor not to lbrk over
their calculated anonnts, the plan cur
simply grab it out rlf that localc's statc
aid, \ rRS also ha-r the authority to
increse ernployer nrd e rnployce conu'i-
butions without legislative approral. lt
did so recently, increasing both rates b1'

0.6 percent.
To Stella, thc lirrmula for relative

stability is simple. "Governalce struc-
tur€s are terv importanl to sttcccss,"

said Stclla. "\\'ho are thc liduciaries,
and do they havc lhc authority to acD I

haven t secn anyone go as far as

\4risiorrsin h:rs."
In fact, MRS ha one rvrinklc iegzud-

ing inrcstmcnt perlbrmance &rat mighr
be unique acros Lhc endre country'.
1'he plan has a 7.8 percenr retru'n
assumption-roughly in the lowcrt
drird of larce plans nadonwide- The
pl.-rn pa,vs ad hoc annual dividends
bascd on investnrent pert'ormance; but
nrales nr) guarar)tee on future adiusl-
nten15.

In lact, the onl-- guaranrced pordon
ol a redree's annuity is dre original
rmount calculated :rt retirement. That
allows \lrRS to tlarv bat:k prcrious post-
retilernent annuity rncreases ulterr
invesunent retlrns fall. lt had never
used such authoriry- until 2010, r'hen ir
instituted its first evcr "ncgatiye di!i-
dcnd" ol 2-l perccnt (and inrportantly,
*rere have bcen no legal challorges).
Retirees who vohurtaril,v invested in a

smallet variable fund-which took ir 39
percerrt dobberirrg-alstr took muclr
larger hics tt'r rheir monthlv chccks.

A white paper bv Stella and Keith
Bozarth, head of the Srate of Wisconsin
Invcsfinent llo;rrd, l,hic]r managfs the
yrlar's assets, sums up the rationale.
Because investmenl risk and remrd is

shared widely, rather than focused solell
on the employcr, the consequences of
rtrJadle retruns are alxr viewed different-
l),. (lonvenrional rvisdrlm says enrployers
are best able to bear the inrcsgnent risk
and reuavd over tirne and absorb fluctu-
ating rcsulls. 'The cquatirrn has been
chmgcd with thc \\RS, ancl the inrercsts
of the emplo,vcn, employees and retilees
ae aligred with respect to the wladliw
of investment returns. As volatility
incrcases, :rll three groups share the
potendal downside rcsult."

In an interview. Bozard: said chang-
ing mediunr and long-term economic
expcctstions have convinced the svstem
lcr consider rvhat he called "alrr:ntadye
portlblios," including kLwer retuLn
asstrmptions. One rcason is the uncer-
min economic enrironment for invest-
ments; lorv inrcre$t nteli tsanslate ir)t!)
return on cash of'\irtually zero per-
cent." Bozarth said. To nrake up for that,
other asscts have t<l a-ssume more risk,
and "targeting that level of r€turr) m:r"v

rcquire tahing on an undesirable level
of risl."

And this mentality holds despite the
fact that WRS's most recent full-.vear
return was 22 percent. Said Bozarth,
'We probablv have a higher aversion to
volatility thm sonre plans do." D

.Ii.t)i.
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Handout #2
Public Employees
H8122 Changes to

Retirement System
PERS as amended

Features Current
Plan

H8122

Highest Average Compensation 3 years 5 years

Multiplier
Less than 10 yrs service

10 or more yrs but less than 30 yrs
30 or more yrc service
Less than 25 yrs service
25 or more yrs service

1.786o/o

2.400o/o

1.5007o

1.786%
2.OO0o/o

Normal Retirement Age 30 yrs, any age or
age 60 and 5 years

age 65 regardless of
service

30 yrs and age 65
age 65 and 5 years

age 70 regardless of
service

Early Retirement age 50 and 5 yrs
25 vrs service anv aqe

age 55 and 5 yrs

Member Contributions
Hired prior to July 1 ,2A11
Hired on or after July 1,2011

July 1 ,2011
July 1 ,2012

6.90% 6.90%

7.90o/o

8.90%



An employees' retirement benefit is determined by multiplying the
Highest Average Compensation Times years of service Times a multiplier or percentage

.Public Employees' Retirement System
Benefit Examples Using H8122

Highest Average Compensation
Highest Average Monthly Compensation
Monthly Benefit if retired at age 60
Monthly Benefit if retired at age 65

Highest Average Compensation
Highest Average Monthly Compensation
Monthly Benefit if retired at age 60
Monthly Benefit if retired at age 65

H ighest Average Compensation
Highest Average Monthly Compensation
Monthly Benefit
Monthly Benefit

Current
Plan

Handout #3

with H8122
Ghanges

Employee has nine years of service and an annual salary at retirement of $24,405

Employee with twenty years of service and an annual satary at retirement of $36,650

$22,504
$1,875

$301
$301

$35,240
$2,937
$1,049
$1,049

$52,1 91

$4,349
$2,610 Any age

$21,629
$1,802

$170
$243

$33,875
$2,823

$706
$1,008

$50,235
$4,186
$1,758 Age 60
$2,512 Age 65

Employee has thirty years of service and an annual salary at retirement of $54,250

N :\state\Legislation\20 1 1 \HouseBills\HB 1 22pERS\H 8122-Examples.xlsx



Public Employees Retirement Board
PERS Funded Status
Senate State Administration Gommittee

Valuation as of June 30,2010

Projections to 2025
No changes in plan or funding
Difference

H8122 applied to Unfunded Liabilitv
S-year average compensation

Include change in normal retirement age

Include change in multiplier

Funded
Ratio

74.2o/o

Unfunded
Actuarial
Liability
(Billions)

$1.35

50.5olo $5.20
$3-85

Handout ilf4

Reduction in Liabilitv
$80 (million)

$260 (million)

$330 (million)

50.9%

51.8o/o

52.1o/o

$5.12

$4.94

$4.87


